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The challenges of Capital Markets Union

Laurent Quignon

Capital Markets Union (CMU) aims to draw the best from the various financing channels, by expanding opportunities for saving and the
availability of long-term financing, and to improve financial integration in the European Union. To this end, the European Commission
has drawn up a lengthy but coherent list of actions, some of which have already been completed. Although the introduction of a more
favourable legislative framework is essential, Capital Markets Union is a long-term process, whose success will depend above all on the

behaviour of economic agents.

The liberalisation of financial flows within the European Union since its
inception and then, from 1999, the creation of Economic and Monetary
Union have ensured better integration of bond and equity markets.
However, the dominant form of financing — bank lending — remains
fragmented between member countries. Faced with the fact that
financial integration was struggling to make further progress, the
European Commission proposed its “Capital Markets Union action plan”
in 2015. This programme is due to be completed by 2019. This
ambitious initiative seeks to create a legal and institutional framework
that will be more favourable to the development of capital markets
across the European Union. The development of alternative sources of
finance does not call into question the importance of bank overdrafts,
which meet the needs of the European economy and will remain the
dominant form of finance.

Capital Markets Union: mutually-
reinforcing measures

The European Commission had already set out its goal of “effective and
efficient supply in the capital markets for long-term financial securities”

in the green paper on the long-term financing of the European economy.

It provided more details of its ambitions in a further green paper,
“Building a Capital Markets Union”, published in February 2015 with a
three-month consultation period.

Building on Mr Juncker's EUR 315 billion investment plan announced in
October 2014, this initiative formed part of a broader suite of actions by
the European executive to promote growth, employment and
competitiveness within the EU. Thirty-three actions were proposed,
some of which, by virtue of their scope of application, have already
been included or are scheduled for inclusion in the legislative process.
The actions, and the proposed timetable, were included in the “Action

plan on building a Capital Markets Union”, published in September 2015.

They were supplemented by nine new priority actions announced in
June 2017.

The goals of Capital Markets Union are set out in the action plan
published by the European Commission on 30 September 2015.1

The ultimate aim is to “strengthen the European economy and stimulate
investment to create jobs.”

Over the economic cycle, the ratio of productive investment to GDP in
Europe is not very different from that seen in the USA (see Chart 1). In
simple terms, it shows greater inertia: productive investment is more
resilient when economic activity slows or declines, but is also slower to
increase during recoveries, thus limiting their intensity. Trends seen
since 2010 are no exception: the ratio rose steadily in the USA between
2011 and 2014, but made more hesitant progress in the euro zone.
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*Communication from the Commission to the European Parliament, the Council, the
European Economic and Social Committee and the Committee of the Regions: Action
Plan on Building a Capital Markets Union
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Noting that the free movement of capital is one of the fundamental
principles of the EU (Articles 63 to 66 of the Treaty on the Functioning
of the European Union), the European Commission condemned the
continued fragmentation of European markets. It also highlighted that
they were insufficiently developed with reference to the US economy:
“The European economy is as big as the American one, but Europe’s
equity markets are less than half the size, its debt markets less than a
third.” However, the difference between Europe and the USA stems
more from the structure of financing than the total volume (Chart 2), with
the European banking system being more than twice the size of its US
counterpart2. Outstanding equities issued by non-financial firms (by
value) do not represent a lower proportion of national wealth in Europe
than in the USA, but the listed segment is significantly smaller.

Financing sizes and structures in the eurozone and the United Sates
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Chart 2

The European Commission set itself five ‘main’ objectives:

1. Complement Europe’s strong tradition of bank financing;

2. Unlock more investment from the EU and the rest of the world;

3. Better connect financing to investment projects across the EU
and particularly those countries with less developed capital
markets;

4. Make the financial system more stable through financial
integration;

5. Increase competition between sources of funding to help “lower
costs and increase European competitiveness”.

The symmetrical correlative of the third principle is that it would also
expand investment opportunities for investors from countries with more
developed capital markets. We see one of the challenges of Capital
Markets Union as being the difficulty of reconciling some of its
objectives. For example, CMU will serve to help reduce and share risk
as intended, but will also increase risk, by encouraging the
development of financial intermediaries likely to share a number of

2At the end of 2016, total consolidated bank assets were EUR 42,250 bn in European
Union member states and USD 19,818 bn (or EUR 18,830 bn) in the USA (sources: ECB
consolidated banking data, Federal Reserve of New-York). Differences between
accounting standards in Europe and the USA, which the FDIC estimates reduce reported
assets at the eight US G-SIBs by around 23% (or USD 3,156 bn at end-2016), explain
only a small part of this difference in size (EUR/USD = 1.05245 at 31 December 2016).

characteristics with the banking system, but without the same level of
prudential oversight — so-called shadow banking. Similarly, there is
perhaps a conflict between the principle of making the financing system
more stable and that of increasing competition against a background of
interest margins squeezed by lastingly low interest rates, given that
adequate bank profitability is an established factor in financial stability.

As part of the September 2015 action plan, the Commission set out a
timetable (stretching from the third quarter of 2015 to 2017) for thirty-
three concrete measures in response to nineteen objectives and split
into six main themes. In accordance with its undertakings, in June 2017
the European Commission announced in its “Mid-term review of the
CMU action plan” that it had completed more than half (20 of 33) of the
actions set out in the initial programme and identified nine new actions it
would take.

The thirty-three initial measures of the 2015 action plan

The first category is grouped on the basis of the purpose of its actions
(corporate equity and innovation, sustainable infrastructure) according
to the dominant criterion included in the content of the measure (table 1
page 23).

These include several actions to create more favourable conditions for
investors, whether fiscal (to encourage venture capital) or regulatory
(review of the calibration of the Capital Requirement Regulation [CRR]
and Solvency Il rules for investment by banks and insurers in
infrastructure). Others facilitate the expression of demand for capital
from companies (reducing the constraints of the prospectus directive,
feedback from banks in order to allow companies to address sources of
blockage).

The second category covers “ensuring consistency of the EU financial
services rulebook’”.

The third category brings together measures seeking to foster
institutional and retail investment. Some are general in nature, such as
the green paper on retail financial services, whilst others are specific to
certain types of investor (“prudential treatment of private equity and
privately placed debt in Solvency II” for insurance companies, and
“evaluation of retail investment product markets” for retail investors).

The fourth category covers ‘leveraging banking capacity to support the
wider economy” by establishing a more favourable framework for
securitisation which has not yet found a second wind in Europe (Chart
3). Although securitisation is, from an economic viewpoint, closer to
market financing than bank financing (as the sale by a bank to a non-
banking third party of a portfolio of bank loans ‘demonetises’ the latter3),
its inclusion in this category is justified by the aim of freeing up
regulatory capital for reallocation to new uses. With this in mind, the

3Loans on bank balance sheets represent the main counterpart of money supply. The sale
by a bank of a portfolio of loans to a resident non-bank entity results in the destruction of
deposits, and thus money supply, for an amount equal to that of the portfolio purchased
(unlike a transfer of assets between two non-banking resident parties, which entails a
simple transfer of money from the purchaser to the vendor and does not affect deposits on
a system level).
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Commission will need to be careful that the relaxation of prudential
requirements for certain specific types of establishment does not distort
competition. The fifth and final category covers measures seeking to
facilitate cross-border investing. These include the convergence of
company insolvency proceedings, the removal of cross-border tax
barriers and the strengthening of the powers of regulatory authorities to
ensure financial stability.

European securitisation struggling to restart the engine
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More than half of the measures have been undertaken, according
to the European Commission

In the June 2017 update, the Commission congratulated itself on having
made progress on more than half of the measures set out in the initial
2015 action plan. For example, European legislators have relaxed rules
on prospectuses to make it easier to raise funds, reached agreement on
securitisation and brought forward reductions of charges for investment
in infrastructure projects. The Commission has also presented a
proposal seeking to extend this last group of measures to investment in
infrastructure corporates.

Amongst the measures for which preparatory work was announced in
the action plan, several regulations have been adopted, notably
regarding a ‘pan-European individual pension product’” and the
modernisation of the prospectus directive, both in June 2017; to
“increase the efficiency and effectiveness of the European Systemic
Risk Board (ESRB)” in September 2017; and measures to promote
venture capital and social enterprises in October 2017. In addition, the
Solvency Il delegated act was amended in April 2016 and June 2017.
Other legislative proposals, setting out “rules governing conflicts of law
for third party effects of transactions in securities” and “a European
Union framework for covered bonds” will shortly be brought forward by
the Commission.

The European Commission is already continuing the preparatory work
already under way in other areas, which were also included in the initial
action plan: recommendation on private placements (building on the
experience of well-functioning national regimes); consultation on the

removal of barriers to post-trade market infrastructure4, or so-called
‘Giovannini barriers®” (based on the recommendation of the European
Post Trade Forum [EPTF]), to run from August to November 2017;
publication of a report on corporate bond markets in November 2017
and new outlines on withholding tax procedures to encourage cross-
border investors, notably the simplification of recovering withholding
taxes, issued in December 2017. Amendments to the delegated
regulation supplementing Solvency Il are planned for 2018.

The nine new priority actions announced in 2017

In the mid-term report of June 2017, the Commission also unveiled nine
new ‘priority actions’ that had not been included in the original plan
(table 2 page 26). Six of these addressed four of the objectives set out
in the action plan (macroprudential supervision of markets, promotion of
sustainable investment, improving equity market access for SMEs and
developing cross-border investing). Of these six, four address two
objectives — improving equity market access for SMEs and developing
cross-border investing — reflecting the importance the Commission
places on these two areas. Lastly, three of the new priority actions
address three new objectives: harnessing the potential of FinTech;
supporting the development of local capital market ecosystems; and
facilitating the transfer of non-performing loans from bank balance
sheets to the capital markets. This last objective might be considered as
a version of the initial objective of developing securitisation markets.

Limited prospect of a spontaneous
increase in financial integration

The ownership structure by country of residence (across all institutional
sectors) for long-term financial securities (loans, long-term debt
securities, listed equities, unlisted equities) in the main eurozone
countries reveals the marked propensity for investors to hold securities
issued by residents of their own country. This national fragmentation,
which is more or less pronounced according to the type of security
considered, works against the efficient allocation of savings across the
EU. The countries that are most open in terms of financial flows (Ireland,
the Netherlands and Luxembourg), whether they receive more foreign
investment or export more capital, owe this characteristic to their
attractive tax regimes, which encourage the legal establishment of a
large number of financial intermediaries in these countries. Excluding
these specific cases, long-term debt securities (Chart 4a) and listed
equities (Chart 4c) are the instruments for which direct ownership by
residents is the lowest (and therefore ownership by non-residents the
highest), in proportions of between 40% and 70% and between 30%
and 60% respectively. Conversely, national ownership is much greater
for long-term loans (both bank and non-bank — Chart 4b) and unlisted
equities (Chart 4d), where ownership by residents varies between 60%
and 100% and between 60% and 90% respectively.

4Post-trade refers to the pathway for a security after its sale: it passes through a central
counterparty and requires the intervention of a central custodian. The bodies involved in
the post-trade sector are clearing houses, central custodians and security custodians.
5From the name of the chairman of the expert group set up by the Commission between 2001
and 2003 to examine the legal and operational barriers to post-trade integration in Europe.
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An important domestic bias

Long-term debt securities

Long-term loans
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Listed equities
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Overall, having been disrupted by the crisis of 2007-2008, financial
integration has been on a rising trend since early 2013, but remains well
below the levels it reached in 2006. The ECB highlighted the mixed
progress on capital market integration in 2016 in its latest report,
“Financial integration in Europe”, published in May 2017. The indicators
remained stable for integration of the money market, and showed a
mixed picture for banking, bond and equity markets. For example,
despite rising slightly, bank loans to companies established in other
member countries remained at less than 9% of total lending to
businesses. This said, interest rates on business lending have
continued to converge. Analysis of this indicator is, however, muddied
by quantitative easing and does not allow us to conclude that integration
has increased. In addition, the variations in the extent to which negative
interest rates have been passed on to deposits has widened the spread
on company deposits.

In the bond market, the dispersion of yields has seen a mixed trend: it
has widened in the areas of sovereign and bank debt (albeit remaining
well below the peak of 2011-2012) but narrowed for corporate bonds.
Lastly, the level of integration of equity markets, which fell back during
the financial crisis and then showed no signs of recovery until 2015,
increased in 2016, as shown by the convergence of standard deviations
of returns between member countries on the one hand and between
sectors on the other®.

6This measure of equity market integration was first proposed by Adjaouté and Danthine
(2003). When national equity markets are highly fragmented investors initially decide on a
geographical allocation of their portfolios and then, in a second stage, on its sector
allocation. The standard deviation of returns between countries (which reflects not only
the fragmentation between countries but also the differences in the sectoral structures of
national economies) is greater than the standard deviation of returns between sectors.
Conversely, international integration tends to eliminate differences in returns between
countries, over and above those explained solely by differences between sectoral
differences, resulting in a convergence of the two standard deviations.
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The relatively fragmented nature of bank lending and unlisted equities
justifies the process of rebalancing the financing of the European
economy towards better integrated forms of financing such as market
securities. The relative role played by the latter in the main EU countries
is very uneven, as shown by the intermediation rates of non-financial
corporations debt (Chart 5). France has the lowest bank intermediation
rate, at 60%, with Greece and Cyprus having the highest, at close to
100%, and ltaly and Germany somewhere in between, at around 85%.
One can note a negative correlation to GDP per capita (Chart 5b). This
observation fits the theoretical base, which suggests that the role of
capital markets tends to increase and that of bank financing to decrease
- in relative terms — as economies grow. The theory of financial structure

proposed by Allen and Gale (2000) explains the shift in the structure of
demand for financial services, in favour of markets, by the different
nature of services provided by banks, on the one hand, and markets, on
the other hand, and also by the growth in demand directed to markets
as economic growth occurs. Although some empirical studies lend a
degree of support to this theory (Demirguc-Kunt, Feyen and Levine
(2012)), the considerable dispersion of data points about the trend line
nevertheless reveals the multi-factorial drivers of the way in which
financing is structured between debt markets and banks.

The preference of consumers for liquidity, the structure of the productive
fabric (notably the relative importance of large companies with access
to debt and equity markets), the existence, or otherwise, of an
institutional savings-based pensions framework, or the degree of
development of securitisation (often underpinned by explicit or implied
government guarantees, as illustrated by Chart 9 for the USA)7 are
amongst the other factors.

Bank intermediation, NFCs debt and economic development
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* Significant variable at 10%
** Significant variable at 5%
(1) debt securities + bank loans

7 For an in-depth analysis of the factors underpinning disintermediation in the USA, see
Choulet and Shulatyeva (2016), History and major causes of US banking
disintermediation.
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Capital markets union is still too often thought of only as the union of
financial markets. However, it covers both market and bank financing as
well as the alternatives to these two categories. The European
Commission rightly believes that non-bank financing complements bank
lending. In its report of 8 June 2017 it wrote, “banks and capital markets
are both vital components of the financial system, not competing but
complementing each other” (page 3), and added “For market-based
finance to be a viable and sustainable alternative to bank lending, CMU
needs to build the financial circuits, market conventions and technical
and legal infrastructure” (page 16, in setting out the reasons for new
priority action n°9, ‘Support the development of local capital market
ecosystems’).

Competitors or complementary?

The figures tend to bear out this interpretation for euro zone countries.
First, a fall in the rate of bank intermediation of non-financial
corporations debt (from one country to another) is accompanied, on
average, by a rise in the latter when expressed as a percentage of GDP
(Chart 5a). Although we can demonstrate the negative relationship
between corporate market debt and intermediation rates (Chart 5c),
there is no statistically significant relationship between company bank
debt and the bank intermediation rate (Chart 5d). Empirical relationships
show that a fall in the intermediation rate implies an increase in market
debt, rather than a fall in outstanding bank debt, and thus by implication
arise in total debt.

Financing structure and economic activity

The economic literature has long been interested in the relationship
between financial development, taken as a whole, and economic growth
(Goldsmith (1969), Levine (2005)). But it was only in the 1990s that a
number of empirical studies (King and Levine (1993), Rajan and
Zingales (1998), Beck et al. (2000)) considered the direction of causality,
identifying a positive effect, up to a relatively high threshold, of financial
development on economic activity.

Literature drawing the distinction between market and bank financing is
more recent, and was renewed following the financial crisis. Work
published before the financial crisis (Allen and Gale (2000), Levine
(2002)) suggested no difference in the effect of direct or intermediated
financing on economic growth. Thus, Levine (2005) argued that there
was no reason to favour one model of financing over another on this
aspect taken in isolation. More recent work (Pagano et al (2014),
Cournéde and Denk (2015)), the conclusions of which seem weak,
suggests that more highly intermediated financial systems are
associated with less dynamic growth. Finally, a study from Allen et al
(2016) suggests that above all the financial system reflects the needs of
the real economy. Economies with relatively larger service sectors will
be increasingly financed by markets, whilst more industrial economies
will see higher levels of bank financing.

The comparative stability of financial flows (for banks and markets) in
the event of an economic shock or pressure on liquidity has provided a
second area for analysis. The credit cycle is often seen as a

fundamental determinant of the economic cycle (Eichengreen and
Mitchener (2004)).

Empirically, the credit cycle is largely determined by trends in bank
lending: this shows greater variations in outstanding loans (net flows)
than financing by debt securities (Chart 6). After the first Basel
agreements (1998), literature on the credit crunch explained the
procyclical nature of credit supply by the influence of bank solvency
ratios on their lending behaviour. Thus, according to the theory of bank
capital (Bernanke and Lown (1991) and Kashyap and Stein (1994)), the
lending channel becomes less efficient when a significant proportion of
banks see their solvency ratios move close to, or even below, the
regulatory threshold. Bank solvency ratios tend to fall if the economy
weakens and to recover as economic conditions improve. The increase
in capital losses, whether realised or unrealised, at the bottom of the
cycle exacerbates this effect (Adrian and Shin (2010)).

Looking beyond the theory of the bank capital channel, one of the main
factors explaining the greater volatility of bank lending is the relative
quality of bank business lending books and corporate bonds. Bank
loans go primarily to small and medium-sized companies, whose
markets are less diversified and are therefore inherently higher-risk than
the companies issuing bonds. Counter-intuitively, a study of US and
German data from 2003 to 2015 (Grimme (2017)) shows empirically
that the cost of bank financing tends to fall during periods of uncertainty,
whilst that of bond financing tends to rise. The author offers several
avenues of interpretation of this finding. First, the costly acquisition of
private information by banks allows them to reduce their own
uncertainty relative to that of the markets. They will therefore favour
better quality loan applications and protect themselves against adverse
selection® without revealing their criteria. The author does not however
emphasise the role of monetary policy or the role of the banks as a
vector of this policy. However, with interest rates on the bank loans
considered being initially fixed for a period of less than one year, they
are affected by falling policy rates and a relaxation of monetary
conditions. Meanwhile, recent history has tended to show that the
greater volatility of bank lending relative to market financing during
periods of economic difficulty is not systematic. The market may
contract sharply during a crisis (for example the interest rate markets in
2007-2008 and in 2011, Chart 6). The two types of financing can
substitute for each other, at least partially, in times of volatility. We
should note in passing that greater dependence of an economy on
market financing does not shield it from the need for government
intervention in the event of a collapse in liquidity. For example, in the
USA during the financial crisis, the Federal Reserve intervened not only
to help traditional commercial banks, but also markets and their
participants such as investment banks (who changed their status in
order to have access to the Fed’s liquidity) and shadow banking (money
market funds, repos, etc.), thus considerably increasing its exposure to
private risk.

8 Adverse selection is a situation where the lender, faced with a lack of information about
the borrower, increases interest rates to cover the additional risk. This has the unintended
consequence of discouraging high-quality borrowers and results in the selection of higher-
risk loans.
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Through the prism of national accounts: the role of money
creation

Over and above empirical studies of the stability and relative impact of
bank and market financing on economic activity, the two areas have
important differences that can be highlighted through the prism of
national accounts and monetary analysis.

First, unlike bank financing, market financing does not result in the
creation of money supply®. It is based on a stock of existing money,
which circulates according to new issues of securities. Money is not
destroyed, it is simply transferred from the subscriber in the security to
the issuer. Bank lending, meanwhile, generally results in the creation of
money supply, in the form of bank deposits. Money supply does not,
therefore, represent a limit to the creation of new non-monetary financial
assets (new securities purchased) and liabilities (the same securities
issued), as the process is made possible by simple circulation of money.
In the event of a reduction in money supply, this can be offset by
increased velocity in the circulation of money for the creation of financial
assets and liabilities (as securities are issued in exchange for a transfer
of deposits from the subscriber to the issuer).

Against this background, savings, in their definition within national
accounts (in flow terms) are not a limit on financing. In itself, an issue of
securities (financing) between a subscriber sector and an issuer sector
is not reflected in the institutional sectors accounts (non-financial
transactions, for production, generation of income and (re)distribution)
and therefore does not, as such, modify their respective balances
(financing capacity and/or need (in flow terms)). Nor does it affect the
net wealth of the two sectors in question. The subscriber sector
substitutes securities for money in its assets. The issuer sector,
meanwhile, increases its liabilities by the value of the securities issued,
but increases its assets by the same amount, reflecting the money
received in exchange for the securities. Similarly, the granting of a bank
loan (or its equivalent, the subscription of securities by a bank) is not
reflected in the sectors’ accounts. Neither the flow of net savings of the
bank sector nor that of the borrower sector is affected by the transaction,
as assets and liabilities increase by identical amounts.

Use of bank loans and debt securities by non-financial companies
in the eurozone
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Sources: ECB, BNP Paribas calculations

90ther than in the case where the securities are subscribed for or purchased by banks.

It is in a second phase, that of the transaction financed (or investment),
rather than in the financing itself, that we see an increase in the
financing requirement of the borrowing sector, then, as the revenue
raised in the transaction is distributed between various sectors, an
increase in savings (neither uniquely nor necessarily the sector that
originally received the financing) of an amount identical (in absolute
terms) to the increase in the financing requirement of the borrowing
sector (which is necessarily, all other things being equal, identical to the
amount of the investment).

The frequent confusion between saving and financing arises from the
fact that savings as viewed in national accounts are net savings. This
non-consumed portion of savings is equal to changes in financial assets
less changes in financial liabilities (valuation effects being ignored for
the purposes of the demonstration). For each institutional sector, net
savings (in nominal terms) are created over time by the accumulation of
financing capacity and/or requirements. They tell us nothing about the
stocks of financial assets and liabilities accrued not solely from this
process of accumulation. This means that the financing capacity of an
institutional sector shows its net, rather than its gross capacity. From
the point of view of potential revenue (GDP) creation, however, it is the
gross financing of the transaction that determines its crystallisation©.
Thus, for example, US households, despite a much lower savings rate
than their European peers, have a significantly higher ratio of financial
assets to income, reflecting a higher gross financing capacity. This
results from higher financial indebtedness. US households are more
willing to borrow to finance consumption spending and, at the same
time, devote a greater share of their gross stock of financial savings to
long-term securities (equities in particular, through optional ‘401K’
pension plans and Individual Retirement Accounts, which offer
considerable tax incentives, but also bonds).

Two American specificities

The ‘Excess Savings View’ presents the concomitant accumulation of
current account deficits in the USA and, as a mirror effect, current
account surpluses in other economies (China, emerging Asian countries,
oil exporting countries) as one of the main factors behind the expansion
of capital markets in the USA. Critics of this theory accuse it of
confusing gross and net flows (or outstandings). Borio (2011) does not
condemn the theory outright, but shows that the worsening of the US
current account balance is not sufficient, on its own, to support it. Even
so, the record shows that the deterioration in America’s current account
balance from the late 1970s came alongside the expansion of its bond
market (Chart 7), whilst the contraction of the current account deficit
from 2008 was accompanied by a reduction in the net issuance of debt
securities (across all sectors). The net issuance flow of debt securities
is, however, significantly higher than the current account deficit, which
suggests a relatively loose relationship between the two, notably due to
portfolio investment by US residents in the rest of the world.

This said, the direction of causality in the relationship could be argued
over endlessly. Given that purchases of securities by non-residents do
not in themselves affect current account balances (such purchases are

10]t should also be noted that interest rate trends and financial stability also depend more
on the gross financing capacity of various economic agents than on their net equivalents.
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balanced by monetary transfers and are thus simple financial
transactions), the assertion that only those economic transactions (and
the resulting imports) relating to goods and services cause the US
current account deficit to rise, and the surpluses of exporting to do
likewise, is accurate. However, for these transactions to be carried out
they must first be financed. It is also worth noting that the apparent
negative link between the development of financial markets and the
observed current account balance in the USA does not hold good - far
from it — for all countries.

Current account balance and issuance of debt securities
in the United States: debate over direction of (partial) causality
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Chart 7 Sources: Federale Reserve of St Louis, BNP Paribas calculations

Rapid growth in United States debt securities market driven by financial
sector until 2007...

USD bn

3000
2500 -
2000 -
1500 -
1000 -
500 -
0
-500 H
-1000 -
-1500

—All sectors

—Financial sector

i

v

1946 1953 1959 1965 1971 1977 1983 1989 1995 2001 2007 2013

Chart 8 Source: Federal Reserve (United States national accounts)

Lastly, in the USA, between the late 1970s and 2007 the financial sector
was responsible for a growing proportion of debt security issuance
(Chart 8). The securitisation sector played a dominant role in this (Chart
9), due in particular to the existence of securitisation issues that were
not only labelled but also guaranteed or issued directly by the agencies.
Without pronouncing on the value of this characteristic, its absence in
the European simple, transparent and standardised (STS) securitisation
initiative risks holding back the development of the securitisation market
in the European Union. The European Commission estimates that the
introduction of a parcel of legislation on STS securitisation from 1st
January 2019 could mobilise between EUR 100 bn and EUR 150 bn per
year in additional funding for the European economy. This figure might
look ambitious given the current level of issuance in the European

Union (around EUR 210 bn in 2017), particularly if we strip out UK
securitisation (around EUR 45 bn in 2017). It looks more modest, albeit
still significant, in the context of global financing flows '* and US
issuance.

In summary, bank intermediation results in greater money creation
whilst market financing implies higher velocity of a given quantity of
money to support the increase in financial transactions. The contribution
of the non-resident sector to the financing of a disintermediated
economy is not systematic. It can be both the cause (by providing the
financing) and the consequence of high final demand (which stimulates
the exports and thus the savings capacity of the foreign economy).
Where it is a cause, the appetite of foreign investors for securities
issued by residents improves financing conditions (relative to where
they would be in the absence of foreign investors). This bolsters
domestic demand, but can hit the trade balance by driving up the
currency.

...and by the securitisation market
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Chart 9 Source: Federal Reserve (United States national accounts)

The role of financial intermediaries in transformation of maturities
in the eurozone
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Chart 10 Sources: ECB, BNP Paribas calculations

1 By way of comparison, non-financial companies in the euro zone took out EUR 2,540 bn
in new bank lending in 2017 (gross new lending), whilst gross issuance of debt securities
was EUR 650 bn.
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Most importantly, just as the structure of financing of an economy
between direct and intermediate funding meets the needs of businesses
(see Allen et al (2016), cited above), it also reflects savers’ preferences.
Thus the transformation of maturities and risks carried out by banks in
the euro zone helps fill the gap, in terms of outstandings, between
financing and long-term savings, by transforming surplus short-term
savings (relative to short-term financing) into surplus long-term
financing (Chart 10). This transformation increases the quantity of long-
term resources available and contributes to reducing the cost of long-
term financing. This important feature of banking intermediation — which
has beneficial effects in the euro zone — does not call into question the
need for better developed markets for listed company capital
instruments, which banks have no role in financing. This analysis
reveals the usefully complementary nature of bank intermediation and
market financing. Bank intermediation of certain long-term financing
(bonds and company loans) within the eurozone consumer deposits to
be preserved and simultaneously protects the share of consumer
portfolios that could potentially be allocated to higher risk securities.
This propensity of households to invest in listed equity, which is all the
more valuable when it is modest, would not remain intact if households
devoted a greater share of their portfolio to bonds or securitisation
issues.

Conclusion

Capital Markets Union is a welcome initiative to improve the allocation
of savings in the European Union, based on a broadening of sources of
financing for companies and of investment opportunities for savers. The
main difficulties lie in reconciling some of its targets and in addressing
the cultural preference of savers for investments that are liquid and low-
risk, and therefore offer low returns (hence the key role of banking
intermediation in bridging the gap between saver preferences and
company needs). One potential trap (avoided by the European
Commission in its action plan) would be to play capital markets off
against the banks, in the belief that the former can replace the latter.
Banks are an essential cog in the system. Through the constant rotation
of their ‘trading books’ in particular, they ensure secondary market
liquidity, which is essential for the proper functioning of primary markets.
In addition, some funding, such as equity capital, is destined to come in
its entirety (or close to it) from non-bank sources. In such cases
intermediation is not the most appropriate solution (a bank has no real
purpose in investing a significant share of its portfolio in equity capital),
and the European economy would clearly benefit from better developed
markets for such securities. As the Commission recognises, moves in
this direction will naturally require action both on the side of issuers (e.g.
facilitating equity market access for smaller companies) and the side of
investors (e.g. persuading savers of the attractions of this type of long-
term investment).

The removal of the term “Community” and its replacement with the term
“Union” in the Lisbon Treaty that came into effect on 1 December 2009
was about more than semantics. It recognised the establishment of the
legal personality of the European Union and reflected the desire to
increase political and economic integration. Similarly, the choice of
“Union” for capital markets is a clear attempt to create parity of esteem

with economic and monetary “Union” and banking “Union” and thus to
emphasise the importance of the subject and the European
Commission’s ambitions in this area. On a different scale to these two
other ‘Unions’, the institutional content of CMU is smaller (with the
possible exception of the strengthening of the powers of supervisory
authorities). As a result its effectiveness (or indeed its reality) will
depend above all on the behaviour of private agents (savers and
companies) and/or the efficiency of the incentives — which will not only
be fiscal — on offer. The other two ‘Unions’ came into being first through
the institutions and institutional mechanisms created specifically for
them (although these were then strengthened by the behaviours of
economic agents). Thus EMU was founded on the creation of the
European Central Bank (ECB) and the European system of central
banks, whilst Banking Union was founded on the supervisory role
granted to the ECB, on the Single Supervisory Mechanism (SSM), on
resolution structures and on the planned European Deposit Insurance
Scheme. The process will be different for Capital Markets Union: the
European Commission’s initiatives will provide some, much needed,
momentum, but it will be down to economic agents — savers, companies
and the financial community — to transform this into a lasting trend.

Completed on 30 January 2018
laurent.quignon@bnpparibas.com
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Review of the measures in the initial 2015 action plan

Theme 1: Financing for innovation, start-ups and non-listed companies

Goal

Measure

Progress

Support venture capital
and equity financing

1. Proposal for pan-European venture capital
fund-of-funds and multi-country funds

Call for expressions of interest completed in
January 2017. Selection of managers in Q3 2017

2. Revise EUVECA'2 and EuSEF ™ legislation

Regulation adopted (October 2017)

3. Study on tax incentives for venture capital and
business angels

Study of national tax incentives (June 2017)

Overcome information
barriers to SME
investment

4. Strengthen feedback given by banks declining
SME credit applications

Q2 2016

European banking associations have supported the
principle of providing feedback from banks on the
reasons SME loan applications were declined
(June 2017).

5. Map out existing local or national support and
advisory capacities across the EU to promote best
practices

6. Investigate how to develop or support pan-
European information systems

Working document on information barriers in the
SME funding market (June 2017)

Promote innovative forms
of corporate financing

7. Report on crowdfunding

Report published (May 2016)

8. Develop a coordinated approach to loan origination
by funds and assess the case for a future EU
framework

ESMA opinion received in April 2016

Theme 2: Making it easier for companies to enter and raise capital on public markets

Corporate Tax Base

Goal Measure Progress
9. Proposal to modernise the Prospectus Directive Regulation adopted (June 2017)
Strengthen 10. Review EU corporate bond markets, focusing on | Publication of “Observations and
access to public how market liquidity can be improved recommendations” from the expert group and
markets study on determinants of liquidity in the corporate
bond market commissioned by the European
Commission on 20 November 2017, followed by a
public hearing
11. Review regulatory barriers to SME admission on | Consultation: Building a proportionate regulatory
public markets and SME Growth Markets environment to support SME listing (18 December
2017 to 26 February 2018)
12. Address the debt-equity bias, as part of the | Proposal as part of the Common Consolidated
Support equity financing | legislative proposal on the Common Consolidated | Corporate Tax Base directive for corporate tax to

include a “deduction for growth and investment’
(November 2016)

12 European Venture Capital Funds

13 European Social Entrepreneurship Funds (EuSEF)
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Theme 3: Investing for long term, infrastructure and sustainable investment

Goal

Measure

Progress

Support infrastructure
investment

13. Adjust Solvency Il calibrations for insurers' investment
in infrastructure and European Long Term Investment
Funds (ELTIF)

Amendments to the Solvency Il delegated act
(April 2016 and June 2017).

14. Review of the CRR for banks, making changes on
infrastructure calibrations, if appropriate

Agreement of co-legislators on initial key measures
(November 2017)

Theme 4: Ensure consistency of EU financial services rulebook

Goal

Measure

Progress

Ensure consistency of
EU financial services
rulebook

15. Call for evidence on the cumulative impact of the
financial reform

Communiqué Call for evidence — EU regulatory
framework for financial services adopted in
November 2016

Theme 5: Fostering retail and institutional investment

Goal

Measure

Progress

Increase choice and
competition for retail

16. Green Paper on retail financial services and
insurance

Green paper (December 2015), action plan on
financial services for consumers adopted (March
2017)

Help retail investors get
a better deal

17. EU retail investment product markets assessment

Review launched (December 2016)

for institutional
investors and fund
managers

Support saving for 18. Assessment of the case for a policy framework to | Consultation (August-October 2016), Review of

retirement establish European personal pensions fiscal aspects (September 2016), Public hearing
(October 2016)

Expand opportunities 19. Assessment of the prudential treatment of private | Amendments to the Solvency Il delegated act

equity and privately placed debt in Solvency Il

announced for 2018

20. Consultation on the main barriers to the cross-border
distribution of investment funds

Public consultation (June-October 2016)

Theme 6: Leveraging banking capacity to support the wider economy

Goal

Measure

Progress

Strengthen local
financing networks

21. Explore the possibility for all Member States to
authorise credit unions outside the EU's capital
requirements rules for banks

Proposed directive amending the CRD to give the
Commission the power to exempt, under certain
conditions, a country’s credit unions (November
2016)

Build EU securitisation
markets

22. Proposal on simple, transparent and standardised
(STS) securitisations and revision of the capital
calibrations for banks

Adoption by the Council of rules seeking to
facilitate the development of the securitisation
market in Europe (November 2017)
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Theme 7: Facilitating cross-border investing

Goal

Measure

Progress

Remove national
barriers to cross-border
investment

24, Report on national barriers to the free movement of
capital

Expert group
Report published (March 2017)

Improve market
infrastructure for cross-
border investing

25. Targeted action on securities ownership rules and
third-party effects of assignment of claims

Expert group (March 2017)
Consultation (April-June 2017)

Directive to promote long-term commitment of
shareholders (May 2017)

26. Review progress in removing remaining Giovannini
barriers

Expert group report (August 2017)
Consultation (August-November 2017)

Foster convergence of
insolvency proceedings

27. Legislative initiative on business insolvency,
addressing the most important barriers to the free flow of
capital

Proposed directive (November 2016)

Remove cross-border
tax barriers

28. Best practice and code of conduct for relief-at-source
from withholding taxes procedures

The Commission is working on a code of best
practice with member states

29. Study on discriminatory tax obstacles to cross-border
investment by pension funds and life insurers

Review launched (December 2016)

Strengthen supervisory
convergence and
capital market capacity
building

30. Strategy on supervisory convergence to improve the
functioning of the single market for capital

Second working party report on supervisory
convergence published by ESMA (February 2017)

31. White paper on ESA’s funding and governance

Consultation (March-May 2017)

32. Develop a strategy for providing technical assistance
to Member States to support capital markets' capacity

Regulation “establishing the support programme for
structural reform for the period 2017-2020" (May
2017)

Enhance capacity to
preserve financial
stability

33. Review of the EU macroprudential framework

Consultation ~ (August-October  2016);  Public
hearing (November 2016); Proposed regulation to
improve efficiency and effectiveness of ESRB 4
(September 2017)

Table 1

14European Systemic Risk Board

Source: BNP Paribas
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The nine new priority actions announced in June 2017

Goal Priority action

Priority action 1: in September 2017, the Commission proposed a regulation to amend the functioning
of ESMA and other European supervisory bodies (EBA, EIOPA) with a view to strengthening the
effectiveness and consistency of supervision across the EU and beyond. The Commission wants to
strengthen ESMA’s powers in certain key areas, including, where necessary, giving it a direct supervisory
role, in order to support the operation of Capital Markets Union.

Strengthen the effectiveness of supervision
to accelerate market integration

Priority action 2: The Commission will explore through an impact assessment whether targeted
amendments to relevant EU legislation could deliver a more proportionate regulatory environment to

Enhance the proportionality of rules to support SME listing on public markets. This analysis could lead to targeted changes in sectoral
support initial public offerings and legislation in the second quarter of 2018.
investment firms

Priority action 3: On 20 December 2017, the Commission presented a legislative proposal regarding the
prudential treatment of investment firms.

Priority action 4: as part of a comprehensive approach to enable FinTech, the Commission will assess
the case for an EU licensing and passporting framework for FinTech activities. Public consultation
(March-June 2017)

Harness the potential of FinTech

Priority action 5: as part of its efforts to address the NPL issue, the Commission will present measures
to support secondary markets for non-performing loans. The Commission will also launch an impact
Use capital markets to strengthen bank assessment with a view to considering a possible legislative initiative to strengthen the ability of secured
lending and stability creditors to recover value from secured loans to corporates and entrepreneurs (Q1 2018), while
remaining consistent with and complementary to the Commission proposal of November 2016 on the
effective functioning of the pre-insolvency/restructuring systems and doing its utmost to support the co-
legislators in finding an agreement on that proposal as a priority.

Priority action 6: the Commission will decide by Q1 2018 at the latest on the concrete follow-up that it
will give to the recommendations of the High Level Expert Group on Sustainable Finance. In particular, it
shall already set in motion work to prepare measures to improve disclosure and better integrate
sustainability/ESG in rating methodologies and supervisory processes, as well as in the investment
mandates of institutional investors and asset managers. It will also develop an approach for taking
sustainability considerations into account in upcoming legislative reviews of financial legislation.

Strengthen the EU's leadership on
sustainable investment

Priority action 7: the Commission will launch an impact assessment with a view to considering a
possible legislative proposal to facilitate the cross-border distribution and supervision of UCITS and AlFs

Cross-border investment inQ1 2018,

Priority action 8: in Q1 2018, the Commission will adopt an interpretative Communication to provide
guidance on existing EU rules for the treatment of cross-border EU investments. It will also immediately
launch an impact assessment with a view to setting out an adequate framework for the amicable
resolution of investment disputes.

Priority action 9: by Q2 2018, the Commission will propose a comprehensive EU strategy on steps that
Support the development of local capital can be taken at EU level to support local and regional capital market development across the EU. This
market ecosystems will build on the report of the Vienna Initiative's CMU Working Group and will take account of experience
through the growing delivery of on-demand technical support under the Commission's Structural Reform
Support Programme.

Table 2
Sources: Communication from the Commission to the European Parliament, the Council, the European Economic and Social Committee and the Committee
of the Regions: Action Plan on Building a Capital Markets Union, 8 June 2017, COM(2017) 292 final, European Commission, BNP Paribas
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